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each partner’s capital account is in-
creased by (1) the amount of money
contributed by him to the partnership,
(2) the fair market value of property
contributed by him to the partnership
(net of liabilities secured by such con-
tributed property that the partnership
is considered to assume or take subject
to under section 752), and (3) alloca-
tions to him of partnership income and
gain (or items thereof), including in-
come and gain exempt from tax and in-
come and gain described in paragraph
(b)(2)(iv)(g) of this section, but exclud-
ing income and gain described in para-
graph (b)(4)(i) of this section; and is de-
creased by (4) the amount of money
distributed to him by the partnership,
(5) the fair market value of property
distributed to him by the partnership
(net of liabilities secured by such dis-
tributed property that such partner is
considered to assume or take subject to
under section 752), (6) allocations to
him of expenditures of the partnership
described in section 705 (a)(2)(B), and
(7) allocations of partnership loss and
deduction (or item thereof), including
loss and deduction described in para-
graph (b)(2)(iv)(g) of this section, but
excluding items described in (6) above
and loss or deduction described in para-
graphs (b)(4)(i) or (b)(4)(iii) of this sec-
tion; and is otherwise adjusted in ac-
cordance with the additional rules set
forth in this paragraph (b)(2)(iv). For
purposes of this paragraph, a partner
who has more than one interest in a
partnership shall have a single capital
account that reflects all such interests,
regardless of the class of interests
owned by such partner (e.g., general or
limited) and regardless of the time or
manner in which such interests were
acquired.

(c) Treatment of liabilities. For pur-
poses of this paragraph (b)(2)(iv), (1)
money contributed by a partner to a
partnership includes the amount of any
partnership liabilities that are as-
sumed by such partner (other than li-
abilities described in paragraph
(b)(2)(iv)(b)(5) of this section that are
assumed by a distributee partner) but
does not include increases in such part-
ner’s share of partnership liabilities
(see section 752(a)), and (2) money dis-
tributed to a partner by a partnership
includes the amount of such partner’s

individual liabilities that are assumed
by the partnership (other than liabil-
ities described in paragraph
(b)(2)(iv)(b)(2) of this section that are
assumed by the partnership) but does
not include decreases in such partner’s
share of partnership liabilities (see sec-
tion 752(b)). For purposes of this para-
graph (b)(2)(iv)(c), liabilities are con-
sidered assumed only to the extent the
assuming party is thereby subjected to
personal liability with respect to such
obligation, the obligee is aware of the
assumption and can directly enforce
the assuming party’s obligation, and,
as between the assuming party and the
party from whom the liability is as-
sumed, the assuming party is ulti-
mately liable.

(d) Contributed property—(1) In gen-
eral. The basic capital accounting rules
contained in paragraph (b)(2)(iv)(b) of
this section require that a partner’s
capital account be increased by the fair
market value of property contributed
to the partnership by such partner on
the date of contribution. See examples
13 (i) and (v) of paragraph (b)(5) of this
section. Consistent with section 752(c),
section 7701(g) does not apply in deter-
mining such fair market value.

(2) Contribution of promissory notes.
Notwithstanding the general rule of
paragraph (b)(2)(iv)(b)(2) of this sec-
tion, except as provided in this para-
graph (b)(2)(iv)(d)(2), if a promissory
note is contributed to a partnership by
a partner who is the maker of such
note, such partner’s capital account
will be increased with respect to such
note only when there is a taxable dis-
position of such note by the partner-
ship or when the partner makes prin-
cipal payments on such note. See ex-
ample (1)(ix) of paragraph (b)(5) of this
section. The first sentence of this para-
graph (b)(2)(iv)(d)(2) shall not apply if
the note referred to therein is readily
tradable on an established securities
market. See also paragraph (b)(2)(ii)(c)
of this section. Furthermore, a partner
whose interest is liquidated will be
considered as satisfying his obligation
to restore the deficit balance in his
capital account to the extent of (i) the
fair market value, at the time of con-
tribution, of any negotiable promissory
note (of which such partner is the
maker) that such partner contributes
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to the partnership on or after the date
his interest is liquidated and within
the time specified in paragraph
(b)(2)(ii)(b)(3) of this section, and (ii)
the fair market value, at the time of
liquidation, of the unsatisfied portion
of any negotiable promissory note (of
which such partner is the maker) that
such partner previously contributed to
the partnership. For purposes of the
preceding sentence, the fair market
value of a note will be no less than the
outstanding principal balance of such
note, provided that such note bears in-
terest at a rate no less than the appli-
cable federal rate at the time of valu-
ation.

(3) Section 704(c) considerations. Sec-
tion 704(c) and § 1.704–3 govern the de-
termination of the partners’ distribu-
tive shares of income, gain, loss, and
deduction, as computed for tax pur-
poses, with respect to property contrib-
uted to a partnership (see paragraph
(b)(1)(vi) of this section). In cases
where section 704(c) and § 1.704–3 apply
to partnership property, the capital ac-
counts of the partners will not be con-
sidered to be determined and main-
tained in accordance with the rules of
this paragraph (b)(2)(iv) unless the
partnership agreement requires that
the partners’ capital accounts be ad-
justed in accordance with paragraph
(b)(2)(iv)(g) of this section for alloca-
tions to them of income, gain, loss, and
deduction (including depreciation, de-
pletion, amortization, or other cost re-
covery) as computed for book purposes,
with respect to the property. See, how-
ever, § 1.704–3(d)(2) for a special rule in
determining the amount of book items
if the partnership chooses the remedial
allocation method. See also Example
(13) (i) of paragraph (b)(5) of this sec-
tion. Capital accounts are not adjusted
to reflect allocations under section
704(c) and § 1.704–3 (e.g., tax allocations
of precontribution gain or loss).

(e) Distributed property—(1) In general.
The basic capital accounting rules con-
tained in paragraph (b)(2)(iv) (b) of this
section require that a partner’s capital
account be decreased by the fair mar-
ket value of property distributed by
the partnership (without regard to sec-
tion 7701(g)) to such partner (whether
in connection with a liquidation or
otherwise). To satisfy this require-

ment, the capital accounts of the part-
ners first must be adjusted to reflect
the manner in which the unrealized in-
come, gain, loss, and deduction inher-
ent in such property (that has not been
reflected in the capital accounts pre-
viously) would be allocated among the
partners if there were a taxable dis-
position of such property for the fair
market value of such property (taking
section 7701(g) into account) on the
date of distribution. See example
(14)(v) of paragraph (b)(5) of this sec-
tion.

(2) Distribution of promissory notes.
Notwithstanding the general rule of
paragraph (b)(2)(iv)(b)(5), except as pro-
vided in this paragraph (b)(2)(iv)(e)(2),
if a promissory note is distributed to a
partner by a partnership that is the
maker of such note, such partner’s cap-
ital account will be decreased with re-
spect to such note only when there is a
taxable disposition of such note by the
partner or when the partnership makes
principal payments on the note. The
previous sentence shall not apply if a
note distributed to a partner by a part-
nership who is the maker of such note
is readily tradable on an established se-
curities market. Furthermore, the cap-
ital account of a partner whose inter-
est in a partnership is liquidated will
be reduced to the extent of (i) the fair
market value, at the time of distribu-
tion, of any negotiable promissory note
(of which such partnership is the
maker) that such partnership distrib-
utes to the partner on or after the date
such partner’s interest is liquidated
and within the time specified in para-
graph (b)(2)(ii)(b)(2) of this section, and
(ii) the fair market value, at the time
of liquidation, of the unsatisfied por-
tion of any negotiable promissory note
(of which such partnership is the
maker) that such partnership pre-
viously distributed to the partner. For
purposes of the preceding sentence, the
fair market value of a note will be no
less than the outstanding principal bal-
ance of such note, provided that such
note bears interest at a rate no less
than the applicable Federal rate at
time of valuation.
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